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INTERNAL CONTROL AND SMALL-BUSINESS AUDITS (Part 1)
How internal control should affect a small-business 
audit strategy is a complex, and often controversial, 
topic. Debate about the role of internal control usu­
ally centers on two basic concerns. The first is how 
much audit effort should be devoted to internal con­
trol. The second is the specific way in which that 
effort should be designed and performed.
To properly resolve these concerns, an auditor 
must answer two questions. One is what minimum 
internal control work professional standards re­
quire in an audit. The other is how internal control 
work affects audit efficiency.
Requirements in professional standards
SAS no. 55, The Auditors Consideration of the Inter­
nal Control Structure in a Financial Statement Audit, 
is a new auditing standard, effective January 1, 1990, 
that answers the first question. It sets a new mini­
mum for internal control work by requiring 
auditors to obtain an understanding of the internal 
control structure sufficient to plan the audit. More 
specifically, it requires auditors to understand the 
design of the policies and procedures in an entity’s 
internal control structure that are relevant to audit 
planning and determine whether they have been 
placed in operation.
To understand this minimum, it's necessary to 
understand a new term—the internal control struc­
ture. It consists of three elements: the control 
environment, the accounting system, and control 
procedures. Let's briefly look at what auditors 
should know about them.
Control environment
The control environment reflects the overall at­
titude, awareness, and actions of the board of di­
rectors, management, and owners concerning the 
importance of control and its emphasis in the entity. 
The auditors understanding of the control environ­
ment requires knowledge of a number of things.
One is management philosophy and operating 
style. This involves managements approach to tak­
ing business risks and the priority it places on meet­
ing financial and operating goals.
The auditor also must be knowledgeable about 
the entity’s organizational structure. Although there 
are obviously limits on the formality of organization 
in a small business, some segregation of duties and 
designation of authority and responsibility gener­
ally can be accomplished. In addition, someone is 
responsible for engaging the auditor, responding to 
audit results, and exercising financial reporting 
oversight.
How employees are told what is expected of them, 
how they are delegated authority and responsibility, 
and how their performances are monitored and 
evaluated also affect control consciousness in an 
entity. In addition, the planning and reporting 
systems used, such as budgeting and forecasting, 
and personnel management practices are indicators 
of attitudes and actions about internal control. 
Auditors should know how management has acted 
on these matters.
Accounting system
As every auditor knows, the accounting system is 
the methods, records, and procedures that an entity 
uses to do accounting. It exists to identify, measure, 
record, and classify all valid transactions on a
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timely basis. It is also used to properly present the 
transactions in the financial statements.
To plan an audit, the auditor must know the major 
types of transactions an entity has, how they are 
initiated, and the accounting system the entity uses 
to process and report those transactions.
Control procedures
Generally, control procedures pertain to the proper 
authorization of transactions, segregation of duties, 
design and use of adequate documents and records, 
safeguards over assets and records, and indepen­
dent checks on performance, such as reconcilia­
tions, comparing documents, and management 
review of reports. In fact, internal control is often 
thought of as only one thing—control procedures. 
SAS no. 55 dispels this myth, however, by recogniz­
ing that the control environment and the account­
ing system are also forms of control. All three of 
these elements may substantially reduce the pos­
sibility of misstatements in financial statements, 
even in a small business.
Planning considerations
The auditor must understand the internal control 
structure because it provides essential planning 
information. To plan an audit, the auditor must 
know what can go wrong in the financial statements 
and assess the risk that it will go wrong. The auditor 
must also be able to design appropriate audit tests. 
Knowledge of the internal control structure is a 
major source of information about these matters.
For example, the accounting system an entity 
uses may cause certain types of misstatements to be 
likely to occur. In addition, the auditor must know 
how the accounting system is set up—what docu­
ments, journals, and ledgers are in it—to decide 
what types of substantive audit tests to use. An 
auditor can't use a test that compares receiving 
reports with paid purchase invoices, for example, 
when the entity doesn’t use receiving reports.
The minimum audit effort on internal control 
focuses solely on obtaining enough information 
about each element to plan the audit. Even if the 
auditor does not think the internal control structure 
is effective enough to limit substantive tests, an 
understanding of it will always be necessary to plan 
the audit. In a small business with an uncompli­
cated internal control structure, obtaining this 
understanding may take only a short time.
How much understanding of the internal control 
structure is necessary? It varies with the audit. 
Auditors consider the complexity of the entity, 
materiality, and planning knowledge they have 
obtained from other sources. Basically, the simpler 
the entity, the fewer material account balances and 
transaction classes, and the more planning knowl­
edge auditors have from other sources, the less 
audit effort needed to obtain the understanding.
The new SAS recognizes that some understanding 
of control procedures will be likely in a small-busi­
ness audit. How much is a matter of judgment. In a 
small-business audit, the auditor often does not 
need to devote a great deal of attention to control 
procedures because small businesses usually don’t 
have complex systems and operations. In addition, 
auditors usually can’t help but gain knowledge 
about some control procedures as they obtain an 
understanding of the control environment and 
accounting system. For any business, however, the 
auditor must devote enough attention to control 
procedures to know the causes of potential material 
misstatements in the financial statements and to 
design substantive tests.
How to obtain a sufficient understanding
Previous experience with the entity, making inquir­
ies of appropriate entity personnel, inspecting docu­
ments, and observing activities provide knowledge 
about how policies and procedures are designed and 
whether they’ve been placed in operation. For exam­
ple, following one or two applications of a particular 
policy or procedure—a walk-through—is a com­
mon audit procedure for understanding the ac­
counting system.
Audit efficiency—the second consideration
Once the auditor has obtained the required under­
standing, two factors must be considered to judge 
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the effect of internal control structure work on audit 
efficiency. The first factor is whether the under­
standing provides a basis for improved audit effi­
ciency. In other words, can the knowledge obtained 
to plan the audit also be used to reduce the nature, 
timing, or extent of substantive testing. The second 
factor is whether more internal control work (more 
than the minimum necessary to get the understand­
ing) would improve audit efficiency.
The decision whether to use internal control to 
limit substantive testing is always a matter of audit 
efficiency. Professional standards don’t require 
auditors to "rely" on internal control. They only 
require a sufficient understanding of the control 
structure to plan properly.
Three characteristics of a small business affect 
the relationship between control structure work and 
audit efficiency. These are concentration of own­
ership or operational control in one or a few individ­
uals, limited separation of duties within the entity, 
and a small number of items in account balances.
Owner/managers who are heavily involved in run­
ning a small business may provide an effective form 
of control that auditors can use to limit substantive 
testing. For such entities, a limited segregation of 
duties may weaken but not undermine the control 
structure. Even with inadequate segregation of 
duties, the control environment, accounting sys­
tem, and some control procedures may be suffi­
ciently effective to limit substantive tests. Con­
versely, material account balances that contain a 
small number of items may often be audited most 
efficiently by ignoring any controls related to them. □
—by Alan J. Winters, Ph.D., CPA, AICPA New York
Editor’s Note: Dr. Winters is director of audit research 
at the Institute. Part 2 of Dr. Winters article, dealing 
with general audit strategy for small business, will 
appear in a future issue of The Practicing CPA.
SCORE Helps CPAs Serve Small Business
It may be the best-kept secret in America, but there 
is an organization, probably with a chapter in your 
own town or city, that can provide free counseling 
on small-business matters. Its called SCORE, 
which stands for the Service Corps of Retired Execu­
tives. Across America, in Guam, Puerto Rico, and 
the Virgin Islands are 750 offices of this all-volun­
teer group of 13,000 men and women who have been 
successful in their careers in business or the profes­
sions and now give their time and talents to counsel 
others. CPAs have been utilizing the talents of 
SCORE volunteers for the past twenty-four years, 
since its founding in Boston in 1964.
“Advising small business requires salesmanship, 
diplomacy, perseverance, and empathy,” said CPA 
Philip Wiggle in a two-part article last year in the 
Practicing CPA. SCORE members know this to be 
true. Last year alone they counseled over 223,000 
individual clients and conducted more than 3,000 
seminars and workshops, which were attended by 
112,000 people. Topics at these group sessions cov­
ered the full range of business needs from capital 
requirements, site location, and labor needs to pric­
ing techniques, advertising, inventory controls, and 
international trade. Many CPAs take an active role 
in the programs by addressing groups and assisting 
attendees in improving their management skills.
For CPAs, there are two important aspects from 
which SCORE can be viewed. When a would-be 
entrepreneur requests your services, he or she is 
usually looking for time-consuming, unproductive 
counseling, possibly in areas of interest with which 
you are unfamiliar. By referring such individuals to 
a local SCORE office, you are providing a service 
which will put you in good stead when the initial 
developmental work is concluded.
In many cases, these people have no knowledge of 
what the business would be or of how to proceed. 
And they may not have the financing or commit­
ment. It is extremely difficult to explain this to 
someone, however, without losing goodwill.
The very same situation may occur with a present 
client who needs management advice that might 
alter the relationship you have spent years develop­
ing. The best course of action for both parties could 
be to refer the client to SCORE.
The other aspect of SCORE involvement is to par­
ticipate in SCORE workshops and seminars as a 
member of SCOREs "ACE" classification. ACE is an 
acronym for Active Corps of Executives and refers to 
members who participate in workshops attended by 
businesspeople who are interested in specialized 
management techniques, such as cash flow manage­
ment, accounting, recordkeeping, and tax informa­
tion. As a professional, you can make a lasting 
impression on the attendees.
To learn more about SCORE and how it can sup­
plement and enhance your client relationships, 
check the blue pages of your telephone directory 
under U.S. Government Small Business Adminis- 
tration/SCORE, or call toll-free from anywhere in 
the United States, 1-800-368—5855. □
—by Cye Landy, National SCORE Office, Wash­
ington, D.C. 20036
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How to Help Small-Business Clients 
Secure Loans
When one of your small-business clients needs to 
obtain a loan from a bank, governmental agency, or 
other institutional lender, one of the things you can 
do for him or her is to provide the lender with useful 
financial information to facilitate the loan applica­
tion. This usually takes the form of a compilation 
without footnotes.
I believe CPAs can do a better job of helping cli­
ents obtain such loans, in many instances, by 
providing more information to the prospective 
lender. While this usually won’t result in obtaining 
an otherwise unobtainable loan, it can reduce the 
hassle involved and speed the application and 
approval process.
Preparing a compilation with footnotes to the 
lender might prove too costly, relative to the size of 
the loan for which the client is applying, though, 
and the client should be apprised of the pros and 
cons of providing such information. One approach, 
if you regularly provide compilations without foot­
notes, might be to include footnotes to an existing 
one so as to tailor it for use by a third party, such as a 
bank. You might also confer with the clients pro­
spective lender to determine if there are any con­
cerns you should address in the financial state­
ments.
Typically, loan officers require timely, complete 
and accurate financial information in order to make 
their decisions, but the loan approval process 
involves more than just ratio analysis. Institutional 
loan officers base approval on what they call the 
"Five Cs": capacity (cash flow), collateral, condi­
tions (economics, marketing), and credit (history).
An example illustrating how some of these crite­
ria are addressed would be a statement of financial 
condition, which I prepared for a construction con­
tractor who applied for a loan with a local housing 
and redevelopment agency. The loan officer was pri­
marily concerned with the applicants cash flow, 
that is, his ability to service his existing debt. After 
discussing the loan approval criteria with the loan 
officer, I determined what supplemental informa­
tion to include with the financial statements.
The loan officer needed a listing of the client's real 
estate holdings, the debt thereon, the terms of the 
mortgage payments, and the rents stipulated by the 
rental agreements. This information would help her 
determine if the client was managing his working 
capital well.
Her second major concern was with working cap­
ital. She wanted to be sure that his real estate hold­
ings were "accurately” appraised. As it was, some of 
the appraisals were over six months old, so the opin-
MAS Training Programs Reminder
The two five-day courses in this year’s National 
MAS training program are designed to help 
practitioners in firms of all sizes expand and 
refine their MAS consulting skills. Sponsored 
jointly by the Ohio State University and the 
AICPA, the courses will be held on the univer­
sity’s campus, and focus on these topics:
□ Development of MAS Skills on June 13-17 
is an introductory program for practi­
tioners with less than two-year’s experi­
ence in formal MAS work. It covers the 
consulting engagement process from the 
preliminary survey and proposal to the 
final report.
□ Advanced MAS Skills on June 20—24 is 
designed for practitioners with substan­
tial experience in MAS work at the part­
ner or manager level in their firms. The 
objectives are to provide advanced train­
ing in strategic business planning, busi­
ness valuations, and other areas.
For further information, contact the pro­
gram director, James C. Kinard, Ph.D., CPA, at 
(614) 292-2328.
ion was an “Except for” (SOP 82-1). I provided sup­
plemental information regarding each property 
which detailed the date of the last appraisal, who 
commissioned it, which firm provided it, and 
whether there had been any material developments 
since then that might have affected each property’s 
"estimated current value." This would help the loan 
officer follow up on any appraisal if she desired.
I did not attempt to address the other loan criteria 
in this instance. The borrower’s character is not 
something to quantify in a financial statement. His 
credit rating was determined by the loan officer’s 
consulting with a credit bureau. Finally, the loan 
officer was already familiar with the economic con­
ditions of the area, because her loan monies were 
only available for specific, "blighted" areas.
Other commonly cited reasons why lenders want 
footnotes are to describe unusual line items such as 
"unbilled fees” on a December 1987 compilation, 
one-time-only expenses, and debt service require­
ments in subsequent years.
Bank loan officers have another major reason for 
demanding "detailed” financial statements, in addi­
tion to using them for decision-making purposes. 
They are under tremendous pressure to document 
their reasons for making business loans. Bank reg­
ulators (for example, the FDIC), particularly, want 
loan documentation so that loan portfolios stand up 
to their review requirements.
(Continued on page 7)
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Small-Business Clients (Continued from page 4)
If a borrower appears unable to repay the debt, 
and the lenders file does not have sufficient docu­
mentation to substantiate that the borrower is a 
going concern with positive cash flow, the regulator 
may require the lender to increase bank bad-debt 
reserves, or write off the loan.
In addition to the above, loan officers wish to 
show the reasoning for their having made the loan in 
the first place. They want to substantiate their loan 
write-up with third-party paper. This is critical in 
terms of the lending institutions internal review.
For example, if a borrower is unable to service the 
debt and the bank is forced to write off the loan, the 
officer approving the loan is frequently held 
accountable. If it can be shown that there was good 
reason for making the loan, based on "detailed” 
financial statements, he or she is in better stead.
CPAs can, thus, add greater value to their finan­
cial-statement work-product by providing more 
detail and addressing the lenders concerns. This has 
the double effect of helping the client obtain the 
loan in a timely fashion, and of building a working 
relationship and bond of trust with the loan officer. 
This, of course, is advantageous to all parties. □
—by M. Kevin McRae, CPA, 1525 Response Road, 
Suite 3, Sacramento, CA 95815
Why Staff Doesn’t Bring in New Clients
Even with the offer of various financial incentives, 
few firms are paying out much money to young staff 
members for bringing in new business. There are 
some understandable reasons for this.
If you think back to the time in your career when 
you were a staff accountant, with whom were you 
socializing? Most likely, it was with people much 
your own age, who probably held similar staff-level 
positions in the organizations for which they 
worked. If this was the situation, it is unlikely that 
your friends and acquaintances were in a position to 
sign up the services of CPAs and other professionals. 
It is the unusual staff person who has the exposure, 
community standing, and reputation needed to 
bring in new, high-quality, full-service clients.
So what can staff members do to contribute to the 
marketing efforts of their firms? There are several 
suitable activities. Let’s look at a few. Staff mem­
bers can, for example,
□ Begin building their reputations and taking 
steps to become known in the community. They 
can thereby begin developing a circle of con­
tacts that will pay new-business dividends 
sometime in the future.
□ Start developing communication skills, so 
that when the opportunities arise for public
Registration Reminder: AICPA National 
Practice Management Conference—East
The Westin Hotel Copley Place • Boston, MA • July 
19—21, 1988 • For hotel information and reservations, 
call (617) 262-9600 • Exclusive airline discounts 
available on Continental and Eastern Airlines • Call 
1-800—468-7022/FL 1-800-282-0244 • Refer to 
account number EZ 14EP35.
General Sessions
Managing the Staff of the Future; Improving Firm 
Productivity; When Professionals Have to Manage.
CONCURRENT SESSIONS
(Check desired sessions. Select only one per time period.)
Tuesday, July 19 
2:15 pm-5:30 pm 
11. □ Stop Managing Your Firm: Hire an Outsider 
12. □ New Services and How to Market Them
Wednesday, July 20
8:30 am-11:45 am
21. □ Keys to Staff Retention: Evaluation, Compensation 
and Advancement
22. □ Understanding Human Performance—A Managing
Partner’s Approach
1:00 pm-3:00 pm
31. □ Budgeting and Cost Control
32 . □ Long-Range Planning and Your Firm’s Computer System
3:15 pm—5:15 pm
41. □ Winning in Court
42. □ The Managing Partner: Planning for Succession
gross fees____________
Registration Form
AICPA Meeting Registration 
P.O. Box 1008
New York, NY 10108-1008
Please register me for the Practice Management Conference which will be 
held July 19-21, 1988, at The Westin Hotel in Boston, Massachusetts. Full 
payment (check payable to AICPA) must accompany all registrations.
Conference Registration 
@ $395.00 per person $
Spouse/Guest Registration 
@ $50.00 per person $
Total Amount Due $
(Please photocopy this form for additional registrants)
TYPE OR PRINT CLEARLY




Total Amount Enclosed Telephone
Spouse/Guest Last Name First Ml Nickname for Badge
Practicing CPA, June 1988
8 Practicing CPA, June 1988
appearances, they will make a good impression.
□ Be trained and encouraged to identify added 
service opportunities for present clients.
Surveys consistently show that a major client 
complaint is lack of service. That is, clients believe 
there are services that their CPAs could be perform­
ing for them, but are not. A firms professional staff 
represents its best line of defense against that client 
perception. Staff accountants spend the majority of 
the firms time at client locations. They have greater 
opportunities than anyone else in the firm to iden­
tify areas of client need. Basically, what the staff 
requires is a little time and a lot of encouragement.
While fulfilling year-end service responsibilities, 
for example, staff might take the time to look 
around the client organization and listen to its per­
sonnel. Sometimes, even a chance remark may indi­
cate a problem the client is having, and a service 
opportunity for the CPA firm. You may also wish to 
have the in-charge accountant periodically fill out a 
questionnaire regarding additional services the 
firm might render as part of the year-end engage­
ment. (A sample management advisory services 
questionnaire can be found on page 25, section 
106.06, of the AICPA MAP Handbook.)
Either of these activities will take some time, so 
the engagement budget may need to be increased. 
You cannot expect in-charge accountants to look 
and listen if they are going to be abused for going 
over budget.
Firms should be ready to respond promptly as 
opportunities are identified. This probably means 
that the partner-in-charge should be involved in 
making the presentation and closing the sale, with 
the staff member present so that he or she can learn 
from the experience.
With proper guidance, encouragement, and tools, 
most staff members beyond entry level should be 
able to identify new sources of business for the firm. 
These activities will have the additional benefit of 
keeping good clients feeling positive about your 
firm, and letting them know of your interest in 
theirs. □
—by Donald B. Scholl, D.B. Scholl, Inc., P.O. Box 
3152, West Chester, Pennsylvania 19381, Tel. (215) 
431-1301
American Institute of Certified Public Accountants, Inc.
1211 Avenue of the Americas
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